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MARCH 26-27. 1984 

M r .  Chairman, f o r  much of the  period s i n c e  your l a s t  meeting, 

t h e  d o l l a r  has  dec l ined .  From end-January l e v e l s  it dropped a t  one po in t  

i n  ea r ly  March as much as 1 2  percent  aga ins t  t h e  German mark and 7 percent  

a g a i n s t  t h e  Japanese yen. Even i n  trade-weighted terms t h e  d o l l a r  fe l l  

a t  one point  as much as 7 percent .  Market observers  had long been 

a n t i c i p a t i n g  t h a t  sooner o r  la ter  the  d o l l a r  would g i v e  up much of i t s  

ga ins  of l a s t  year .  This expectat ion was based on t h e  be l i e f  that U.S. 

i n t e r e s t  rates would eventua l ly  ease and t h e  weight o f  our cur ren t  

account d e f i c i t  would then  begin t o  show through i n  the exchange rate. 

Notwithstanding these  expec ta t ions ,  t h e  d o l l a r ' s  drop was s u r p r i s i n g  t o  

t h e  market because of i ts  timing. because of i t s  speed, and because of 

i t s  circumstances.  The drop w a s  no t  a s soc ia t ed  wi th  a dec l ine  i n  

nominal U.S. i n t e r e s t  rates. Instead,  t h e  d o l l a r  dec l ined  i n  the f a c e  

of a modest uptrend of i n t e r e s t  rates and a widening of i n t e r e s t  

d i f f e r e n t i a l s  i n  favor of t h e  d o l l a r ,  a s  w e l l  as a t  a time of renewed 

s t r e n g t h  i n  t h e  economic recovery and heightened tens ions  abroad. You 

may remember t h a t  t hese  f a c t o r s ,  when they occurred las t  year ,  con

s i s t e n t l y  buoyed t h e  d o l l a r .  But during February and ea r ly  March t h e  

release of each new s ta t is t ic  poin t ing  t o  greater-than-expected buoyancy 

of t h e  U.S. economy, became an  excuse to push t h e  d o l l a r  lower. 

The ques t ion  is: why was t h e r e  t h i s  s h i f t  i n  market r e a c t i o n ?  

I th ink ,  Mr. Chairman, t h e r e  is an answer, and t h a t  t h e  answer is  t h a t  
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t h e  market perceived the  t h r e a t  t o  a sustained world growth having 

changed. Las t  year  i n f l a t i o n  w a s  subsiding and t h e  r i s k  w a s  tha t  

economic recovery would pe te r  o u t .  By February, t h e  market f e l t  

somewhat more hopeful about recovery abroad. The r i s k  w a s  t h a t  t h e  

U.S. economy might overheat .  I n  the i n e v i t a b l e  pressures  of a 

p r e s i d e n t i a l  e l e c t i o n  year  markets worried t h a t  the  f i s c a l  po l icy  

deba te  would become stalemated and that monetary pol icy would n o t  

succeed i n  conta in ing  renewed i n f l a t i o n a r y  pressures .  During t h e  p a s t  

two weeks t h e  d o l l a r  staged a p a r t i a l  recovery--that is, u n t i l  t h i s  

morning--aided by t h e  percept ion  t h e r e  might be more movement on t h e  

pol icy  f r o n t  than  f i r s t  supposed. But even so, t h e  d o l l a r  is down on 

ba lance  s i n c e  end-January by about  8 percent aga ins t  t h e  mark and 4% 

percen t  a g a i n s t  the yen. The psychology of the market remains nervous. 

The preoccupat ion of t h e  market las t  week. f o r  example, t h a t  the Federa l  

Reserve might raise t h e  d iscount  rate r e f l e c t e d  a d e s i r e  f o r  a clear 

s i g n a l  t h a t  t h e  f e a r s  of February would soon be  a l l ayed .  

Meanwhile, dur ing  t h e  intermeet ing per iod t r a d i n g  cond i t ions  

i n  t h e  f o r e i g n  exchange market d e t e r i o r a t e d  s u b s t a n t i a l l y .  The d o l l a r /  

mark ra te  f l u c t u a t e d  a s  much a s  400 t o  500 poin ts  o r  1% t o  2 percent  on 

s e v e r a l  days.  Spreads widened, and t r a d e r s  withdrew from dea l ing  f o r  

long per iodsduring t h e  day o u t  of f e a r  t h a t  they would not n e c e s s a r i l y  

be a b l e  t o  unload a n  unwanted currency p o s i t i o n  without i ncu r r ing  

s u b s t a n t i a l  loss. 
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The U.S. a u t h o r i t i e s  d id  not intervene,  nor  d id  t h e  Desk 

recommend in t e rven t ion ,  d e s p i t e  t h e  de t e r io ra t ion  i n  t r ad ing  condi t ions .  

The Treasury recognized t h e  p o t e n t i a l  t h a t  pressures  aga ins t  t h e  d o l l a r  

might cumulate, and expressed t h e  d e s i r e  t o  avoid having t h e  s i t u a t i o n  

g e t  ou t  of hand. A t  t h e  same time, t h e r e  was a r e luc t ance  t o  act and 

a r e luc t ance  t o  be  perceived as a c t i n g  t o  s tand  i n  t h e  way of a downward 

adjustment. This r e l u c t a n c e  r e f l e c t e d  a f e e l i n g  that some d e c l i n e  i n  

t h e  d o l l a r  w a s  probably appropriate--cer ta inly as t h e  economic performance 

of o the r  c o u n t r i e s  improved and our curren t  account d e f i c i t  worsened. 

It r e f l e c t e d  an assessment that even a t  t h e  lower levels of e a r l y  March. 

t h e  d o l l a r  was p r e t t y  firm anyway, and it r e f l e c t e d  as we l l  a d e s i r e  t o  

avoid g e t t i n g  entrapped i n  an extended in t e rven t ion  opera t ion .  I n  choosing 

no t  t o  recommend in t e rven t ion ,  t h e  Desk took t h e s e  cons idera t ions  i n t o  

account. The Desk a l s o  concluded t h a t  t h e  type  of opera t ion  t h e  Treasury 

has recent ly  considered would not have a meaningful o r  cons t ruc t ive  

e f f e c t  on market condi t ions .  

As f o r  t he  a t t i t u d e s  of o ther  c e n t r a l  banks t o  the  d o l l a r ' s  

dec l ine ,  market p a r t i c i p a n t s  assumed, so fa r ,  t h a t  t h e  downward adjustment  

has been welcomed. There has been no p a r t i c u l a r  e f f o r t  by fo re ign  c e n t r a l  

banks t o  resist t h e i r  currency 's  rise a g a i n s t  t h e  d o l l a r .  I n  f a c t ,  f o r e i g n  

c e n t r a l  banks s o l d  i n  t h e  market a ne t  $1b i l l i o n  o r  so during t h e  p a s t  

seven weeks. Nor has  t h e r e  been any reques t  from o t h e r  c e n t r a l  banks t h a t  

we intervene t o  cushion t h e  d o l l a r ' s  dec l ine .  The a t t i t u d e  of t h e  Bundesbank 

t o  these  developments is undoubtedly ambivalent.  On t h e  one hand t h e  
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Bundesbank h a d  been concerned t h a t  t h e  e f f e c t s  of t h e  mark's earlier 

d e p r e c i a t i o n  on import p r i ces  introduced p r i ce  pressures  i n t o  t h e  

p i p e l i n e  t h a t  would have t o  be c a r e f u l l y  monitored. A g radual  

s t r eng then ing  of t h e  mark, p a r t i c u l a r l y  ahead of key s p r i n g  wage 

nego t i a t ions ,  would help contain these inf luences .  On t h e  other hand, 

a n  important  sou rce  of demand f o r  Germany and f o r  Germany's major 

expor t  markets dur ing  t h e  ea r ly  s t a g e  of recovery is coming from t h e  

external s i d e .  As a r e s u l t  t h e r e  might be come concern and s e n s i t i v i t y  

t o  the p o s s i b i l i t y  that  a f u r t h e r  s u b s t a n t i a l  drop In t h e  dol lar-

p a r t i c u l a r l y  i f  it were t o  be precipitous--might put t h e  t e n t a t i v e  

European recovery i n t o  j eopardy . 



PETER D .  STERNLIGHT 

NOTES FOR FOMC MEETING 


M A E H  2 6 - 2 7 .  1984  

Domestic Desk opera t ions  s ince  t h e  l a t e  January meeting were 

conducted a g a i n s t  a background o f  reasonably on - t r ack  performance o f  

monetary aggrega te s .  w i t h  rhe  M1 and M3 measures t end ing  toward t h e  

high s i d e  of t h e i r  growth ranges,  while M2 r an  a b i t  weaker than  

expected. The implementation of contemporaneous r e se rve  requirements  

(CRR) account ing and t h e  phasedown of r e se rve  requirements a t  t h e  

s t a r t  of t h e  pe r iod  were complicating f a c t o r s .  t end ing  t o  i n j e c t  

g r e a t e r  u n c e r t a i n t y  i n t o  day-to-day assessments o f  reserve  needs.  A 

f u r t h e r  background f a c t o r  was t h e  inc reas ing  evidence of s t r o n g  

expansion i n  t h e  economy. which c a s t  a shadow over t h e  markets and 

inf luenced e x p e c t a t i o n s  and i n t e r p r e t a t i o n s  of System a c t i o n s .  

Nonborrowed r e se rve  paths  c o n s i s t e n t l y  incorpora ted  an 

allowance for  $650 m i l l i o n  o f  adjustment and seasonal  borrowing, and  

for l e v e l s  of excess  r e s e r v e s  working down from $750 m i l l i o n  i n  t h e  

f i r s t  per iod  (which saw t h e  i n i t i a t i o n  o f  CRR) t o  $550 m i l l i o n  i n  t h e  

l a t t e r  p a r t  of t h e  i n t e r v a l .  It was a n t i c i p a t e d  e a r l y  i n  t h e  per iod  

t h a t  t h e s e  r e s e r v e  o b j e c t i v e s  would most l i k e l y  be a s soc ia t ed  wi th  

f e d e r a l  funds t r a d i n g  cont inuing  i n  t h e  9 -1 /2  percent  or even 9 - 1 / 4  t o  

9 -112  percent  a r e a  t h a t  had preva i led  on average f o r  t h e  s e v e r a l  

preceding months. As even t s  worked ou t .  t h e  funds r a t e  c r e p t  up t o  

about 9-518 pe rcen t  i n  t h e  l a t t e r  p a r t  o f  February,  9 - 3 / 4  percent  i n  

t h e  f i r s t  h a l f  o f  March, and a range of about 9 - 7 / 8  t o  1 0 - 1 / 2  percent  

i n  t h e  pas t  10 days or s o .  Today’s r a t e  came o f f  t o  10 percent  or 

s l i g h t l y  over .  

Seve ra l  f a c t o r s .  probably i n t e r a c t i n g  with one ano the r ,  

apparent ly  c o n t r i b u t e d  t o  t h e  f i r m i n g  money market: One was t h e  
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market’s  own set  of  expec ta t ions .  e s p e c i a l l y  i n  t h e  l a t t e r  p a r t  of t h e  

i n t e r v a l ,  t h a t  s t ronger  news on t h e  economy was l i k e l y  t o  prompt a 

less accommodative System s t ance  toward reserve p r o v i s i o n .  Another 

may have been t h e  implementation of CRR and i t s  accompanying two-week 

reserve  pe r iod ,  which not on ly  boosted demand f o r  excess  reserves but  

a l s o ,  a t  l e a s t  i n  t h e  f i rs t  s e v e r a l  weeks. may have reduced a b i t  t h e  

wi l l i ngness  of l a r g e r  banks t o  use t h e  discount  window--thus t e n d i n g  

t o  a s s o c i a t e  given borrowing l e v e l s  wi th  s l i g h t l y  h i g h e r  funds  r a t e s .  

An al lowance was made for a d d i t i o n a l  demands f o r  excess  r e s e r v e s .  bu t  

a c t u a l  demands ran even h ighe r .  Furthermore. while  meeting 

nonborrowed reserve  o b j e c t i v e s .  t h e  Desk took a r e l a t i v e l y  c a u t i o u s  

and g i n g e r l y  approach, t y p i c a l l y  responding t o  needs on ly  g r a d u a l l y .  

The r a t i o n a l e  f o r  such an approach e a r l y  i n  t h e  per iod  was t h e  very 

u n c e r t a i n t y  of t h e  reserve  s i t u a t i o n ,  a f f e c t e d  as  it was by CRR and 

t h e  phasedown of  r e se rve  requirements .  La te r  i n  t h e  p e r i o d ,  t h e  

reserve  s i t u a t i o n  seemed less v o l a t i l e  but by t h e n  t h e  i n c r e a s i n g  

evidence of s t ronge r  bus iness  expansion made it seem a p p r o p r i a t e  t o  

s t a y  on t h e  cau t ious  s i d e  i n  meeting reserve  needs.  Th i s  approach was 

endorsed i n  t h e  course of t h e  March 20 Commirtee conference c a l l .  I 

would no te .  though. t h a t  even wi th  a cau t ious  approach t o  r e s e r v e  

p rov i s ion .  nonborrowed r e s e r v e  o b j e c t i v e s  were met o r  more t h a n  met. 

F i n a l l y .  an exacerba t ing  f a c t o r  a t  mid-March was t h e  c o r p o r a t e  t a x  

d a t e .  and more r ecen t ly  poss ib ly  some a n t i c i p a t i o n  of  qua r t e r - end  

p r e s s u r e s .  

Over t h e  f i r s t  t h r e e  maintenance per iods s i n c e  t h e  l a s t  

meeting. d i scount  window borrowing averaged i n  a c l o s e - t o - t a r g e t  $ 5 5 0 -

$ 6 7 0  m i l l i o n  range.  During t h e  cu r ren t  per iod.  which began i n  m i d -

March. borrowing has moved up t o  average somewhat over $1 b i l l i o n .  



p a r t l y  r e f l e c t i n g  s i z a b l e  bo r rowing  over  t h e  two weekends so f a r  i n  

t h i s  ma in tenance  p e r i o d .  

A t  t h e  s t a r t  of t h e  p e r i o d ,  t h e  System s o l d  a b o u t  $ 4 4 0  

m i l l i o n  o f  b i l l s  t o  f o r e i g n  a c c o u n t s .  bu t  beg inn ing  i n  l a t e  F e b r u a r y  

t h e  System h a s  bought  b i l l s  f rom f o r e i g n  a c c o u n t s  n e a r l y  e v e r y  day i n  

a t o t a l  amount a p p r o a c h i n g  $2 b i l l i o n .  The n e t  increase  i n  o u t r i g h t  

h o l d i n g s ,  t a k i n g  accoun t  o f  two small  agency i s s u e  r e d e m p t i o n s ,  w a s  

a b o u t - $ 1 . 5  b i l l i o n .  On most days:the Desk i n j e c t e d  r e s e r v e s  by 

p a s s i n g  t h r o u g h  t o  t h e  marke t  some o f  t h e  f o r e i g n  a c c o u n t  r e p u r c h a s e  

o r d e r s ,  w h i l e  on  two o c c a s i o n s  t h e  Desk a r r anged  Sys tem r e p u r c h a s e  

ag reemen t s .  I n  t h e  more r e c e n t  i n s t a n c e  of System RPs. t h e  p u r p o s e  

was t o  meet p e r c e i v e d  reserve needs  a g a i n s t  a background o f  some 

a p p r e c i a b l e  a n x i e t y  i n  a marke t  t h a t  had s e e n  t h e  f u n d s  ra te  c l i m b  

h i g h e r  day by d a y .  Midway t h r o u g h  t h e  i n t e r v a l .  t h e  Desk a l s o  

a r r a n g e d  a s i z a b l e  round o f  o v e r n i g h t  m a t c h e d - s a l e  p u r c h a s e  

t r a n s a c t i o n s  t o  a b s o r b  r edundan t  reserves a t  t h e  end of a ma in tenance  

p e r i o d .  

I n t e r e s t  r a t e s  pushed a p p r e c i a b l y  h i g h e r  d u r i n g  t h e  F e b r u a r y -

March p e r i o d ,  s p u r r e d  by news of a s t r e n g t h e n i n g  economy and 

s p e c u l a t i o n  t h a t  t h e  System might  soon be t u r n i n g  more r e s t r i c t i v e  i f  

indeed  it had n o t  done s o  a l r e a d y .  I n t e r m i t t e n t l y ,  a b i t  o f  

encouragement  was t a k e n  f rom s i g n s  o f  p o s s i b l e  a c t i o n  t o  c u r b  t h e  

F e d e r a l  d e f i c i t ,  b u t  t h e s e  s i g n s  g e n e r a l l y  gave way q u i c k l y  t o  renewed 

s k e p t i c i s m  t h a t  any m e a n i n g f u l  a c t i o n  would b e  t a k e n  s o o n .  A n e g a t i v e  

mood was e s t a b l i s h e d  e a r l y  i n  t h e  p e r i o d  w i t h  t h e  r e l e a s e  o f  t h e  

December FOMC minu tes  which r e f e r r e d  t o  t h e  p o s s i b i l i t y  o f  a System 

t i g h t e n i n g  move. While marke t  p a r t i c i p a n t s  were aware t h e  s u c h  a move 

had n o t  o c c u r r e d  up  t o  t h e  t i m e  t h a t  p o l i c y  r e c o r d  was r e l e a s e d ,  t h e y  

t o o k  c a r e f u l  n o t e  t h a t  t h e  p o s s i b i l i t y  had been  con templa t ed  
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s e r i o u s l y .  Another  d e p r e s s a n t  was t h e  upward r e v i s i o n  t o  money grow-th 

d a t a  f o r  t h e  second h a l f  of 1983. which appeared  t o  d a s h  t h e  f a i n t  

l i n g e r i n g  hopes  o f  some marke t  p a r t i c i p a n t s  f o r  a n e a r - t e r m  p o l i c y  

e a s i n g  and d e c l i n e  i n  r a t e s .  Subsequen t ly .  money growth d a t a  were 

t a k e n  f a i r l y  w e l l  i n  s t r ide w i t h  on ly  modera te  reac t ions  t o  weekly 

numbers t h a t  were a t  times a l i t t l e  s t r o n g e r  or weaker t h a n  e x p e c t e d .  

But t h e  economic news was g e n e r a l l y  s t r o n g .  t h e  d e f i c i t  overhang 

remained,  and f e d e r a l  f u n d s  t e n d e d - t o  f i r m ,  and t h o s e  f a c t o r s  t e n d e d  

t o  push r a t e s  h i g h e r .  D e a l e r s  b i d  w e l l  f o r  t h e  T r e a s u r y ’ s  m i d - q u a r t e r  

coupon f i n a n c i n g  i n  e a r l y  Februa ry .  b u t  t h o s e  who d i d  n o t  g e t  r i d  o f  

t h e i r  a u c t i o n  s u p p l i e s  q u i c k l y  found themse lves  d i s t r i b u t i n g  a t  a 

loss. Moreover .  i n v e s t o r s  p r e s s e d  some o f  t h e i r  h o l d i n g  back f o r  s a l e  

t o  an  u n r e c e p t i v e  d e a l e r  market. c a u s i n g  f u r t h e r  s t e e p  p r i c e  e r o s i o n .  

Today. a s  t h e  marke t  is a b o u t  t o  s t a r t  b i d d i n g  on a $15 b i l l i o n  

package o f  4 - . 7 - and 2 0 - y e a r  T r e a s u r y  i s sues .  i n t e r m e d i a t e  and  l o n g e r  

Treasu ry  y i e l d s  are  a b o u t  75 t o  90 b a s i s  p o i n t s  above t h o s e  a t  t h e  end 

of J a n u a r y .  I t  r ema ins  t o  be  seen  whether  y i e l d s ,  hav ing  c-limbed 

above t h o s e  of l a s t  August t o  t h e  h i g h e s t  l e v e l s  s i n c e  t h e  summer and 

f a l l  of 1 9 8 2 ,  w i l l  a t t r a c t  i n v e s t o r s .  

A t  t h e  s h o r t  end .  y i e l d s  are  up s i m i l a r l y ,  by abou t  90 b a s i s  

p o i n t s  f o r  b i l l s  and i n  t h e  a r e a  of 100 t o  125 b a s i s  p o i n t s  f o r  CDs--a  

move t h a t  prompted ma jo r  banks  t o  b o o s t  t h e i r  pr ime l e n d i n g  r a t e s  1 / 2  

p e r c e n t a g e  p o i n t  j u s t  a week ago.  Weekly T r e a s u r y  b i l l s  were 

a u c t i o n e d  y e s t e r d a y  a t  r a t e s  o f  about  9 . 7 8  and 9 . 9 0  f o r  t h e  3 - and 

6-month i s s u e s .  compared w i t h  a u c t i o n  a v e r a g e s  o f  8 .87  and 8 . 9 7  

p e r c e n t  j u s t  b e f o r e  t h e  l a s t  mee t ing .  

While  it i s  h a r d  t o  p i n  down t h e  p o i n t  w i t h  p r e c i s i o n .  my 

s e n s e  i s  t h a t  t h e  marke t  h a s  p r i c e d  i t s e l f  t o  an expec ted  f e d e r a l  

funds  t r a d i n g  r a n g e  of abou t  1 0  t o  10 -114  p e r c e n t .  p robably  c l o s e r  t o  
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10-114. Temporary added pressures are anticipated later. There is an 

expectation that the discount rate will be raised soon, probably by 

112 percent with some uncertainty about the consequences of such a 

rise. Certainly it would be seen as confirmation of some recent 

firming and it might tend to produce some further rate rise. 

particularly at the short end. But there are also some participants 

who say that at least regarding the longer-term maturities. a discount 

rate rise might be stabilizing or even beneficial. clearing the air 

and re-emphasizing the System’s intention to resist an overheating of 

the economy. 



PETER D. STERNLIGHT 

NDATION FOR -TING LEE!dAX 

MARCH 26. 1984 


Mr. Chairman, preliminary projections for the next 

intermeeting period suggest a very large reserve need in late April 

and early May to cope with the effects of a run-up in Treasury 

balances. Total Treasury balances could reach the $40 billion area, 

and this may force Treasury balances at the Fed up as high as $18 

billion for a brief period. 

While we should be able to meet much of the reserve need 

through repurchase agreements. which don’t count against leeway. I 

think it would be prudent to allow $ 6  billion of leeway for outright 

purchases in place of the standard $4 billion intermeeting amount. 

(If the Committee wished, it might also want to take this 

annual meeting occasion to raise the standard intermeeting leeway from 

$ 4  to $ 5  billion.) 



James L. Xichline 

March 26, 1984 


FOMC BRIEFING 


Economic activity during the first quarter has been 


growing at a surprisingly strong rate. The staff estimates 


real GNP growth at an 0 percent annual rate this quarter, a 

little above the Commerce Department's flash estimate, and 

appreciably higher than the 5 percent growth recorded in the 

last quarter of 1983. 

Some of the monthly gyrations in incoming information 


around the turn of the year period were suspect, given the 


generally bad weather and possible seasonal adjustment diffi


culties. But additional data have helped clarify the picture 


and indeed most major sectors have been showing considerable 


strength. On the output side, industrial production rose 1-1/4 


percent in both January and February, a substantial rebound 


from the pace in the fourth quarter. Increases in output were 


widespread among consumer goods, construction supplies, busi


ness equipment and defense. Auto production was little changed 


last month despite lean dealer stocks as the more popular 


larqer-size car plants were already producing near capacity. 


The labor market clearly has been reflecting the gen


eral strength of activity with growth of payroll employment in 


January and February picking up from the pace late last year. 
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In addition, the manufacturing workweek--which was already high 

but jumped 1/2 hour in January--held at that level last month. 

The civilian unemployment rate continued on its downward path, 

reaching 7.8 percent in February, or 1 percentage below the 

rate in October of last year. 

The gains in activity recently have been fueled by 

both consumer and business spending. Retail sales were little 

changed in February following a huge increase in the month 

earlier, and the average level of sales is well above that in 

the fourth quarter. The auto market has been especially strong 

with the annual rate of 8-1/2 million domestic model sales in 

January and February up over a million from the pace during the 

fourth quarter. For the first 20 days of March domestic sales 

were nearly 8 million units annual rate. In short, consumers 

seem to be in the mood to spend, their incomes are rising, and 

they are willing to take on debt in volume. 

In the housing market there have been dramatic 

increases in activity. Housing starts soared n January and 

February, reaching a 2 . 2  million unit annual rate--the highest 

in six years. Permits and sales have risen as well. There has 

been a base of demand for housing given rising incomes and some 

purchases that had been deferred during earlier periods of 

higher interest rates. But this base appears to have been 

augmented by the ready availability of mortgage funds and a 
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willingness to take on adjustable rate mortgages--often at 


rates that have been discounted for at least the first year. 


In the business sector, capital outlays are continuing 


to grow, although at rates less than the unusual pace late last 


year. Shipments of nondefense capital goods weakened in the 


first two months of this year but remain at high levels. Fur


ther expansion of outlays is suggested by the rising trend of 


orders, upward revisions to business spending plans as reported 


in surveys, and by the strength of profits and high capacity 


utilization rates. In contrast business inventory investment 


has been lagging, particularly in manufacturing, with 


inventory-sales ratios actually declining. Demand simply has 


been outpacing production recently, and building of stocks in 


coming months should be a source of support for activity. 


In view of the strong growth in the first quarter, the 

key issue is where is the economy headed. The staff is fore-

casting real GNP growth of 6 percent in the second quarter, 

compared to 4 - 1 / 2  percent at the time of the last Greenbook, 

and expects real growth to settle down to the 3 percent area 

late this year and in 1985 .  That forecast hinges critically on 

the monetary assumptions of growth of M1 and M2 at, or not much 

above the midpoints of their target ranges, which we believe 

will entail further increases in interest rates to levels 

somewhat higher than in the last forecast. It is the rising 
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interest rates that we expect will act to damp growth in the 


housing and other interest sensitive sectors. Even with higher 


interest rates,moderate growth next year is projected to be 


sustained through increases in capital outlays, fiscal stimu


lus, and improved exports following an expected further decline 


in the foreign exchange value of the dollar. 


The higher level of activity in the staff's current 

forecast carries with it significantly less slack in labor and 

product markets than we had been projecting earlier. By late 

this year we anticipate the unemployment rate will be a bit 

below 7 percent and capacity utilization will be in the 

mid-80s. Although recent wage and price increases generally 

have been moderate and not out of line with our expectations, 

the projected tighter markets ahead have increased the likeli

hood of higher inflation. We now expect that inflation will 

pick up next year to the neighborhood of 5 - 1 1 2  to 6 percent, 

112 percentage point higher than we had projected previously. 



FUMC Briefing 
Stephen H. Axilrod 
March 26, 1984 

Of t h e  various f inancial  aggregates on whid.1 the  C a n n i t t e e  

focuses, t o t a l  credit is the one mt evidently re f lec t ing  the unanti

cipated strength of the econany. It is growing above its 8 to 11 per-

cent long-run path even after allowance for merger-related credit. 'Ihat 

r e su l t  is not too surprising s ince credit often reflects ongoins econanic 

ac t iv i ty ,  while not necessarily anticipating future act ivi ty .  As mted 

i n  the Bluebook, w e  wmld expect credit growth just above path to con

tinue into the second quarter, before fa l l ing  t a c k  toward the upper end 

of the  path later i n  t h e  year. 

While not perhaps as self-evident, the behavior of M1 a lso  

seem to me to be consis tent  w i t h  develcpnents i n  the  econany. A sub 

stantial rise of econanic ac t iv i ty  is often f i r s t  ref lected i n  a con-

current rise i n  the veloci ty  of M l .  That happened in  the f i r s t  quarter. 

Grcrrtth of M1 on average during the quarter was about as anticipated 

a t  the January meeting, but a t  tha t  meeting we had also assumed that 

the re la t ive ly  noderate rise i n  Ml velocity of the latter part of 1983 

wmld continue i n t o  1984. I n  the event, econanic expansion w a s  about 

3 percentage points  stronger and Ml velocity growth also about tha t  much 

faster than anticipated.  There is little evidence that t h i s  velocity 

behavior is unusual, given what happened to GN!? and in t e re s t  rates; 

indeed cur quarter ly  ecmanetric model correct ly  predicted M 1  growth, 

given aup and in t e re s t  rates, i n  the f i r s t  quarter, and other rmdels w e r e  

not f a r  off .  
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A l l  of t h i s  ccntinues to he suggestive that Mlmay now be on 

a -what mre predictable course. If tha t  is so, the  strength i n  the 

econany, i f  and as it continues, would probably soon be associated wi th  

m r e  M l  growth t h a n  might be desirable--as the public s e e k s  to  maintain 

cash balances in l i ne  w i t h  transaction needs-or associated w i t h  higher 

i n t e re s t  rates. To a degree, tk reoent rise of in t e re s t  rates w i l l  have 

lagged e f f e c t s  into t h e  *cod quarter, working to hold down M l  growth, 

given QJP. But it ranaim possible that sane fur ther  interest rate 

increases might develop in  holding M1 growth to sawthing l ike ,  say, an 

a l te rna t ive  B path, and particularly so i f  naninal GNP were to run a b i t  

stronger than our current second quarter projection of about 10-1/4 

perEnt .  

While M 1  appears to be on more of an  explainable t r a c k  recent

ly ,  M2 growth i n  the f i r s t  quarter  w a s  surprisingly w e a k ,  as its m-

transaction canponent grew relat ively slowly. A h r  of explanations 

can be offered. Cne would be bad seasonals. a b i l i t y  to estimate sea

sonal mwements w a s  canplicated by the s h i f t  i n to  WXV4s a t  the beginning 

of last year a d  by enlarged IRA-Kecgh transfers:  however, w e  believe 

growth could be understated by no mre than about 1/4 or 1/2 percent at  

an  annual r a t e  over t h e  quarter. Another explanation would be that the 

very strong rise i n  spending on consumer durables i n  the  f i r s t  quarter 

was financed i n  part by t h e  public's drawing on the l iquid portion of 

savings. A thi rd  explanation should a l so  be advanced. Sane of our 

econcmetric work suggests that behavior of the nontransactions canponent 

of M2 responls d i rec t ly  to c h a m s  in wealth, so that the recent decline 

i n  s t o c k  a d  bond pr ices  would on tha t  view have caused the p l b l i c  to 
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want to hold less l i qu id  balances, presumably s h i f t i n g  funds to higher 

y i e l d i n g  bonds and equ i t i e s .  

W i t h  funds ava i lab le  to i n s t i t u t i o n s  through MZ-type balances 

somewhat r e s t r a i n e d ,  banks and others have aggressively marketed managed 

liabilities to support  s i zab le  credit expansion. As a r e s u l t ,  M3 growth 

has  remained nea r  t h e  upper erd of the Comnittee's long-run range, and 

we would expec t  it to s t a y  a& there, given the continued relatively 

strong c r e d i t  dernarids an t i c ipa t ed  for the  second quarter. I n  pa r t i cu la r ,  

the f inancing gap of businesses (the excess of investnent out lays  over 

i n t e r n a l  funds)--which had been non-existent during the past two years-

becam not iceably  p s i t i v e  i n  the first qua r t e r  and is expected to be 

e n l a r g e d  i n  the second and subsequent quar te rs ,  r e f l e c t i n g  a marked 

slowing i n  p r o f i t  growth i n  face  of sustained expansion i n  outlays.  

Much of t h e  growth i n  business net  c r e d i t  demands is expected to f a l l  

on banks or on sbrt-term open markets. 

I n  genera l  it seem to m e  that the  aggregates as a qroup and 

t k  econany have p re t ty  much k e n  i n  synch recently--not giving off such 

c o n f l i c t i n g  signals as i n  1982 an3 early 1983. Thus, the  Camittee might 

in that con tex t  want  to consider whether reserve conditions shalld becane 

a b i t  mre responsive to m n e y  supply behavior, particularly to M1. The 

bracketed language i n  t h e  proposed operat ing paragraph of t h e  directive 

provides f o r  w h a t  might be in te rpre ted  as mre of a synmtrical approach 

to tk a g g r e g a t e s - w i t h  s t r e n g t h  or weakness equally l i k e l y  to lead to 

ease or t igh ten ing ,  but w i t h  the still important Caveat t h a t  they would 

need to be i n t e rp re t ed  in  the context  of ongoing econanic developnents. 

There is still reason i n  my view to be a b i t  uncertain about underlying 

v e l o c i t y  trends, and t h e  Cannittee would still need to eva lua te  whether 
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changes i n  m e y  ard velocity might be ref lect ing charging a t t i t u d e s  

toward mney f o r  given innme and in te res t  rates. For e-le, while 

tt-e cunulative impact of recent s t rergth in  the econany should, a s  

I have noted, increase the demand f o r  cash balances, a downward s h i f t  

i n  mney &mnd relative to incane cannot te ruled out ,  par t icu lar ly  

i f  inf la t ionary expectations w e r e  to strengthen-in which case slow 

growth i n  M l  wculd i t s e l f  be an unsatisfactory indicator  for naretary 

action, j u s t  as rapid growth was i n  1982 and ear ly  1983. 

But  with su& a caveat, a l i t t le mre "aut-ticity" in  open 

market operations-permitt ing the  actual level of borrwing to respond, 

up to sane point,  to nvvem=nts in  required reserves that r e f l e c t  undue 

s t r e w t h  or weakness of mney r e l a t i v e  to path-might begin to be wnsider

ed as being consistent with the continued ra ther  mre predictable behavior 

of the aggregates, par t icu lar ly  M l r  and an  associated willitqness to 

place mre emphasis on t h e m .  M o d e s t  deviations of $50 to $100 mil l ion of 

borrowing i n  any one reserve period i n  response to required resewes 

wculd not i n  and of themselves necessarily s p a r k  s ign i f icant  changes i n  

credit marke t  conditions, given the m u n t  of var ia t ion t h a t  develops 

na tura l ly  out of m i s s e s  in reserve factors an3 changes i n  market psycholcgy 

a d  bank behavior-so that there is =thing of a sa fe ty  factor should 

weakness or strength i n  noney be transitory. Sustained or cumulative 

changes i n  borrowing wauld develop only i n  face of p e r s i s t e n t  weakness or 

strength.  

Any such approach would not be i ncons i s t en t  w i t h  the present 

structure of t h e  directive. Rather, it cmld he construed a s  a means of 

inplewnting t h e  language i n  the d i rec t ive  w r i t t e n  to permit changes i n  

reserve pressure if  mney grcwth is excessive or insuf f ic ien t  i n  the 

context of econcmic behavior. 




